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WestEd’'s Administration of the
Regional Educational Laboratory Contracts

Executive Summary

WestEd, a new entity that combined the operations of Far West and Southwest Regional
Educational Laboratories, did not comply with certain Federal laws and regulations in
managing its Office of Educational Research and Improvement (OERI) contract. Also,
WestEd'’s indirect cost rates negotiated by the U.S. Department of Education do not reflect all
of its indirect costs. WestEd:

# Leased space to a radio station and a computer facility in buildings purchased with
Federal funds for educational research purposes and retained profits from the leases.
WestEd'’s fund balance included about $627,000 of lease profits earned over the
two-year period from December 1994 to November 1996.

# Used lease-purchase agreements that resulted in excessive charges for furniture,
equipment and building improvements. The interest portion of the lease-purchase
payments was excessive since WestEd had funds available in its reserve to make cash
purchases. Also, it accelerated charges to the contract for the purchases and charged
interest to the contract during periods when interest was an unallowable cost.

# Improperly billed the contract for indirect costs on work performed by subcontractors.

# Charged the contract for indirect costs that were not necessary for the performance of
Federal contracts.

# Gave the impression that indirect costs remained fairly constant when in fact the
indirect cost rate increased 29 percent over the past three years. For fiscal year 1996,
WestEd'’s actual indirect cost rate was 45 percent rather than its stated rate of 12.8
percent.

The report presents recommended actions for the Offices of OERI and the Chief Financial and
Chief Information Officer (OCF & CIO). The actions are necessary to ensure that WestEd
uses Federally-purchased property and Federal funds for their intended purposes and that
Federal funds are used in an efficient manner.

The report also recommends that WestEd be required to return about $131,000 in Federal
funds that were used for unallowable interest, improperly computed indirect costs, and other
unallowable direct costs in Recommendations No. 5, 7 and 8. OERI should coordinate
resolution actions with OCF & CIO on all of the recommendations. We further conclude that
as much as $2.6 million of accumulated rental profits could be better used to reduce program
expenditures or further program objectives. In the future years, about $300,000 of rental
profits would be available for these purposes annually.

Except for indirect expenses paid for airfare upgrades and DJ entertainment, WestEd did not
concur with our conclusions and recommendations. The entire text of WestEd’s response is
included in Attachment 1 of this report.



Audit Results

We concluded that WestEd, in its administration of the OERI contract, did not comply
with certain Federal laws, regulations, and contract terms as discussed in our findings.
During the audit, nothing came to our attention that would lead us to believe that
WestEd did not comply with other laws, regulations and contract terms.

FindingNo. 1- WestEd L eased Space to a Radio Station and a Computer
Facility in Buildings Pur chased with
Federal Funds for Educational Resear ch Purposes
and Retained Profits from the L eases.

WestEd leased excess space to entities with no educational research functions
and retained the profits in its reserve fund. These actions did not comply with
the provisions of the original Federal grants given to the regional educational
laboratories (RELS) for construction or purchase of their buildings. Also,
WestEd did not comply with Federal regulations regarding the use of the
buildings’ lease income. As a result, Federally-funded assets and income
generated from those assets have not been used for their intended purposes.
Further, because WestEd does not separately identify lease profits in its fund
balance, the retained profits are at risk of being used for inappropriate purposes.

WestEd Leased Excess Space in Its Facilities
for Non-educational Research Purposes.

The Cooperative Research Act (Title 20, United States Code,

Section 332a) authorized Federal grant funds to construct facilities for
research and related purposes. In the 1970s, the Federal Government
(Department of Health, Education and Welfare) gave grants to the two
RELs now comprising WestEd for the purchase or construction of
buildings to conduct educational research. In 1989, the Department
specified that the REL could rent excess space only to compatible
tenants, for example, tenants whose business is appropriate in light of
WestEd's educational research. This restriction on the use of the building
will expire in the year 2019. WestEd has no outstanding debt on the
purchase or construction costs of its buildings.

WestEd violated the grant provision by leasing excess space to entities
with no related educational research functions. In its San Francisco
building, about 34 percent of the building is leased to tenants with no
relationship to educational research. One of the tenants is a rock music
radio station. In Los Alamitos, about 70 percent of its building is rented to



the California State University System, which operates a computer center
for the University system and houses staff in other non-research
functions. Thus, the Federally-funded buildings have not been fully used
for their intended purposes.

WestEd Retained Building Rental Profits Rather
Than Using Them to Further Program Objectives.

Besides leasing excess space in its facilities for non-educational research
purposes, WestEd did not use its building rental income to offset program
costs, further program objectives or finance building improvements.
Instead, WestEd retained the rental income in its reserve fund.

Federal provisions require WestEd to use rental profits for program
purposes. The Office of Management and Budget (OMB) Circular A-110
provides standards for Federal agencies in administering grants and
agreements with nonprofit organizations. Section 2 (x) of the Circular
defines program income to include the rental of real property acquired
under Federally-funded projects. Section 24 of the Circular further
requires that program income earned from Federal awards must be
retained by the recipient and used to:

(1)  further eligible project or program objectives,
2 finance the non-Federal share of the project or program, or
3 deducted from the total project or program allowable

cost in determining the net allowable costs.

The U.S. Department of Education (Department) reemphasized the
requirements for the use of rental income from Federally-funded
buildings. In a letter' to Southwest Regional Laboratory (Southwest), it
authorized the use of the rental income to carry out the broad objectives
of the Cooperative Research Act “. . . including, but not limited to, any
purpose which furthers the support or maintenance of the building,
equipping the facility or educational research.” Far West Laboratory (Far
West) also received a letter? from the Department granting similar
approval for the use of rental revenue.

WestEd contends it can retain rental profits. WestEd officials contend
that the Departmental letters provided them approval to retain the rental
profits. They stated that the reserve fund is needed for future major

The letter to Southwest, dated August 19, 1992, was from the Department’'s Federal Real Property
Assistance Program. Southwest’s building is located in Los Alamitos, California.

2The letter to Far West, dated November 30, 1989, was from the Department’'s Deputy Under
Secretary for Management. Far West’s building is located in San Francisco, California.
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building improvements and repairs because such costs are not covered under
the building grant agreements with the Federal government.

From a review of the letters, we found no provision allowing the retention of
rental profits. Also, the minutes for WestEd’s Board of Directors’ meetings show
the Board approved recovery of major building improvements?® by charging the
costs to its contracts.

In the minutes of the meeting held on December 1, 1995, the Board approved plans
to remodel the fourth floor of WestEd’s San Francisco building. The minutes
indicated that the project’s estimated cost was $400,000 and that funds were
available to cover this cost. However, the minutes also stated that WestEd would
recover the costs by billing the contracts that use these remodeled facilities. At
another board meeting held on March 29, 1996, the Board decided to remodel the
Los Alamitos building at a cost of about $375,000. Similarly, the Board decided to
recover the costs by charging contracts over a ten-year period. These actions
contradicted the claims by WestEd officials that rental profits retained in its reserve
fund will be used to finance building costs. Instead, WestEd financed building
improvements with capital leases and charged depreciation and interest expenses to
the contracts.

In addition, our review of WestEd’s expenses confirmed that reserve funds were not
used to pay for building related expenses. Financial reports for fiscal years (FY) 1995
and 1996 show that WestEd used about $300,000 of its reserve funds. WestEd
expended these funds for costs, such as travel, salaries, membership dues, and bank
fees, which were ineligible for reimbursement under its various contracts. The
financial reports and records showed no outflow of reserve funds for building related
costs or program expenditures.

The funds accumulated in WestEd’s reserve balance are substantial. For FYs
1995 and 1996, the rental income collected from WestEd's tenants and contracts
exceeded the maintenance costs of the buildings resulting in a profit. WestEd
allocated space costs based on the square footage occupied by the tenants and
WestEd. The net rental profits earned in these two years totaled about $627,000.
Table 1 shows WestEd'’s rental income, expenses and profits for FYs 1995 and 1996.

Table 1. WestEd’'s 1995 & 1996 Rental Income, Expenses and Profits

Location San Francisco Los Alamitos
Year 1995 & 1996 1995 & 1996 Total
e acts) $2,326,439 $1,931,119 | $4,257,558
Building Expenses 1,963,189 1,667,585 3,630,774
Net Profit $363,250 $263,534 $626,784

3Improvements relate to existing building space.
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As of FY 1996, WestEd's financial statements show a reserve fund balance of
about $6.4 million.* We estimated that the fund balance included about

$2.6 million of accumulated rental profits, which is about 40 percent of the fund
balance.® This estimate does not include interest earned on the rental profits.
Also, WestEd’s financial records do not separately identify accumulated lease
profits and related interest earnings or disclose the restricted use of those
funds. This places lease profits at risk of being used for inappropriate
purposes.

We estimated that based on current earnings of rental profits as shown in
Table 1 above, WestEd could accumulate an additional $6.9 million of rental
profits in its reserve fund balance by the expiration of the grant restrictions in
the year 2019. This amount does not include a provision for rental increases or
interest that WestEd would earn on those funds.

WestEd Should Lease Excess Space to Tenants with
Educational Research Purposes and Limit the Amount
of Lease Profits Retained in Its Reserve Fund.

We recommend that OERI and OCF & CIO require WestEd to seek tenants
that are compatible with the mission or objectives for educational research
purposes when lease agreements with its current tenants expire. We also
recommend that OERI limit the rental profits and the related interest earnings
accumulated in WestEd's reserve fund balance. The amount to be retained
should be limited to a reasonable estimate to cover necessary building
expenditures, including capital improvements, that are not recovered through
WestEd's operations. The rental profits and related interest earnings
exceeding the limit should then be used to reduce program expenditures and/or
further program objectives as required by Federal regulations.

WestEd uses reserve funds for expenditures that are ineligible for
reimbursement under its contracts. Thus, the accumulated rental profits may
be at risk of being used for inappropriate purposes. We recommend that OERI,
in coordination with OCF & CIO, require WestEd to separately identify the
accumulated lease profits, including related interest earnings, in its financial
records and disclose the restricted use of those funds.

‘WestEd's reserve fund balance of $6.4 million consists of $4.6 million from Far West and $1.8
million from Southwest Regional Laboratories.

*The estimated percentage of rental profits in WestEd’s fund balance is the ratio of total rental profit
shown in Table 1 to the increase in the fund balance accounts for FYs 1995 and 1996. The fund balance
increase for WestEd was $1.5 million.



Auditee’s Response

WestEd officials did not concur with our finding and recommendations. They
asserted that WestEd leases space in its facilities in a manner permitted by the
Department and the grants under which the facilities were constructed. They
further asserted that personnel in the Department have never objected to the
types of tenants leasing space at the Far West and Southwest facilities.

WestEd officials contended that the explicit written agreements in the letters
from the Department gave Far West and Southwest discretion over the use of
funds derived from leasing space. They stated that the limitations in OMB
Circular A-122 relate to program income under contracts. Whereas, WestEd’s
facility rental income is governed by the grants under which the facilities were
constructed and were not subject to OMB Circular A-122.

WestEd officials asserted that WestEd is authorized to retain accumulated
rental income because neither WestEd’s grants nor any communication from
the Department prohibits the practice. The most critical concern to WestEd is
being able to accumulate the necessary capital funds for catastrophic events
such as earthquakes. Officials stated that the reserve will continue to provide
WestEd the financial security necessary to prevent insolvency or the need to
repair and maintain the facilities. Recovery from earthquakes alone could
require expenditures of up to $5.5 million from the reserve.

WestEd officials stated that its financial records currently contain information
regarding all details on lease revenues. Also, a separate accounting would be
redundant.

Auditor’s Comments

The grant terms and conditions specifically stated that the RELs will use the
facilities for research or related purposes. Far West sold the original building
acquired under the Federal grant and purchased a replacement facility. The
Department set forth additional conditions for the replacement facility. One of
the conditions specified that Far West apply all terms under the grant to the
replacement facility. Therefore, according to the grant terms, Far West should
seek tenants who will use the space for research or related purposes. Also,
since WestEd contended that Southwest obtained a similar arrangement with
the Department on the use of the REL building, the grant terms and additional
conditions also apply to Southwest.

OMB Circular A-122 establishes cost principles not only for contracts, but also
for grants and other agreements with nonprofit organizations. In addition,
Paragraph A.5.c. of the Circular refers to Section 24 of OMB Circular A-110 for
rules governing program income under grants. We have cited the Circular A-
110 criteria in the finding.



Federal funds reserved for catastrophic events such as earthquakes are unallowable.
Under OMB Circular A-122, Attachment B, Paragraph 7, contingent reserves are not
allowable for events that cannot be foretold with certainty as to time, intensity, or with
an assurance of their happening. An earthquake meets the definition of events
provided in this criteria.

Further, WestEd'’s financial statements do not separately identify accumulated lease
profits and related interest earnings or disclose the restricted use of those funds. Our
recommendations remain unchanged.

Finding No. 2- WestEd Used L ease-Pur chase Agreements that
Resulted in Excessive Chargesfor Furniture,

Equipment and Building | mprovements.

WestEd acquired assets through lease-purchase agreements rather than outright
purchases. Under this purchasing method, contract costs for assets were excessive due
to the additional interest expense. Also, WestEd accelerated the charges of asset costs
to contracts by using the lease period rather than the useful economic lives of the assets.
In addition, it charged contracts for interest costs during the period when interest was an
unallowable cost.

WestEd’'s Asset Costs Were Greater
Due to Use of Lease-Purchase Agreements.

WestEd charged the contracts excessive costs by acquiring assets using lease-
purchase agreements. The monthly payments of the leases included interest
expense. With this added interest component, the leasing costs exceeded the assets’
outright purchase costs.

We compared WestEd's leasing costs with the property’s outright purchase costs in

three leases for furniture and computer equipment. Table 2 shows how WestEd's
leased assets cost more than outright purchases.

Table 2. WestEd’'s Leased Assets Cost More Than Outright Purchases.

Type of Asset: Furniture Furniture Computers

Dates of Lease: Aug. 27,1992 | June 22,1993 | Sept. 30, 1992 Total
Total Lease Costs $ 74,215 $ 86,806 $ 140,679 | $301,700
Outright Purchase $ 57,777 $ 67,783 $ 115,319 | $240,879
Cost
Cost Difference $ 16,438 $ 19,023 $ 25,360 | $60,821
Percent Increase 28.45% 28.06% 22.00% 25.25%




For the three leases, the outright purchase costs of the leased assets
amounted to $240,879, while the total leasing costs that WestEd charged to
contracts were $301,700 or a 25 percent increase in contract costs. This 25
percent cost increase represented the interest component in the lease
purchase agreements.

WestEd Expedited Charges to Contracts by Accelerating
the Cost Recovery Periods of Asset Acquisitions.

For the three leases we reviewed, WestEd recovered leased asset costs using
the lease payment periods rather than over the useful lives of the assets. The
leasing terms for WestEd’s assets were often less than the estimated useful
lives specified in its depreciation policy and the Internal Revenue Service (IRS)
guidelines for asset recovery periods.® WestEd charged the entire monthly
lease payments to its contracts. These charges exceeded the assets’
depreciation allowances specified in WestEd’s policy.

For example, WestEd leased furniture over a four-year period, its depreciation
policy specifies five years, and IRS guidelines provide for seven years. Table
3 compares WestEd's leasing terms with its asset recovery policy for the three
selected leases.

Table 3. Most of WestEd’s Leasing Terms Are Accelerated.

Type of Asset: Furniture Furniture Computers
Dates of Lease: Aug. 27, June 22, Sept. 30,
1992 1993 1992

Lease Period:
(Period WestEd Used to 4 years 4 years 3.17 years
Recover Asset Costs)

WestEd's Asset

Recovery Policy > years S years 3 years

IRS Guideline 7 years 7 years 5 years

Recently, WestEd entered into capital leasing agreements to finance building
improvements. The lease terms are seven years, its depreciation policy is ten
years, while IRS guidelines state 31.5 years.

®As WestEd is a nonprofit, tax exempt organization, it is not subject to Internal Revenue Service
(IRS) guidelines for asset recovery periods. However, the IRS guidelines provide the reader of this report
a basis for assessing the reasonableness of WestEd's asset recovery periods. WestEd did not provide any
data or studies to support its own asset recovery policy.
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WestEd Charged the Contract Unallowable Interest Costs.

WestEd charged the contract for interest costs during the period when interest
was an unallowable cost. Prior to September 29, 1995, interest was an
unallowable cost under applicable contract regulations. After that date, interest
costs were allowable provided that the interest was not incurred under
agreements for financed or refinanced assets acquired before that date.’
WestEd charged the entire monthly lease payments, which included interest
costs, to its contracts during the period when interest was an unallowable
expense. Also, WestEd continues to charge its contracts for the entire monthly
lease payments for assets acquired before September 29, 1995. We estimated
that WestEd charged the OERI contract about $20,000 of unallowable interest
in FY 1996.°

WestEd Should Be More Cost Effective in Its Asset Acquisitions.

We recommend that OERI, in coordination with OCF & CIO, require WestEd to
select methods for acquiring assets that are most cost effective for the REL and
other Federal contracts. WestEd should even consider using its reserve funds
for furniture, computer equipment and building improvements. We also
recommend that OCF & CIO review WestEd’s practices for recovering asset
costs.

Furthermore, WestEd should discontinue charging the REL and other Federal
contracts any interest costs associated with assets refinanced after

September 29, 1995. Also, WestEd should compute the amount of unallowable
interest expense charged to the REL contracts prior to FY 1996 and return
those funds to the Department.

Auditee’s Response

WestEd did not concur with our finding and recommendations. Officials stated
that WestEd has in the past selected, and continues to select, methods for
acquiring assets that are cost effective under the circumstances. Also, Far
West’s decision to lease assets was prudent in matching cash outlays with
projected cash inflows.

WestEd officials stated that the purchase amount, including the associated

"Attachment B, Paragraph 19.a. of OMB Circular A-122, Cost Principles for Non-Profit Organizations,
states that interest on debt incurred to finance or refinance assets acquired before or reacquired after
September 29, 1995, is not allowable.

8Computation of the estimated $20,000 of unallowable interest costs:

Lease payments paid by WestEd in FY 1996 $343,462
OERI contract’s share of lease payments (23.35% of $342.462) $80,186
Unallowable interest costs (interest component is 25% of $80,186) $20,000
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time value of that amount, exceeded the lease cost for the base period. The
leases had a base period and an option for a 12-month extension. At the time
of entering into the leases, Far West anticipated that it would need the items
only for the base period. The total costs would equal the lease costs of the
base period only. Officials stated that Far West ultimately extending the leases
for another year is irrelevant to whether the decision to lease was reasonable
at the time that decision was made.

WestEd officials stated that Far West did not charge the contract for interest
costs during the period when interest was an unallowable cost. They reasoned
that the lease costs represented allowable rental cost from operating leases,
not interest costs under a capital lease. As for assets refinanced after
September 29, 1995, officials stated that Far West never charged interest
expenses, only rental costs, to any of its contracts.

Officials construed that the auditor has assumed the monthly rental payment
represented depreciation expense and interest. They also stated that the
auditor apparently assumed the lease period was the same as the depreciation
period. Further, officials stated that WestEd's methods for recovering asset
costs are consistent with all Federal regulations and sound accounting
practices.

Auditor’s Comments

When entering leases, Far West should have carefully considered the need to
extend the leases. At the end of the base period, Far West extended all three
leases cited in the report. Consequently, Far West incurred an additional
$40,789° in lease payments over the purchase costs even when factoring in the
time value of money. When we compared the lease costs of the base period
with the total lease costs, Far West incurred an additional $74,493% (or about
33 percent) in lease costs by extending the leases for another year. Further,
WestEd retained the assets at the end of the lease terms. Accordingly, we do
not consider WestEd’s action to lease the assets a prudent decision.

We recognize that lease payments under operating leases are recorded as
rental costs for accounting purposes. However, whether WestEd called its
lease agreements an operating or a capital lease, it is irrelevant when applying
the interest provisions of OMB Circular A-122. The lease payments were
based on an interest rate factor at the inception of the leases. Therefore,

® Total lease costs for base period plus 12-month extension $301,700
— Purchase costs plus time value of money = -$260911
Lease costs over purchase costs $ 40,789

19 Total lease costs for base period plus 12-month extension $301,700
— Total base period lease payments = -$227,207

Additional lease payments by extending the leases for a year, $ 74,493
an increase of 33 percent ($74,493 divided by $227,207)
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interest costs were part of the lease payments. WestEd’s practice was to
charge the entire monthly lease payment to its contracts. Thus, WestEd
ultimately charged interest costs to contracts.

Further, the Education Department General Administrative Regulations under
Section 74.44 requires organizations to do a lease and purchase analysis to
ensure that assets are procured effectively and economically. WestEd had
sufficient cash reserves accumulated during the periods when it executed the
leases. Therefore, WestEd’s decision to match its cash outflows with inflows
was irrelevant and did not result in the economical use of Federal funds.

WestEd officials misinterpreted the essence of the finding regarding the assets’
accelerated cost recovery periods. We did not assume that the monthly lease
payment represented the depreciation expense and interest cost. For the three
leases in our review, WestEd accelerated the charges of asset costs to
contracts using the lease period. Whereas, if WestEd had acquired the assets
with outright purchases, it would have allocated asset costs using the useful
economic lives of the assets.

We also did not assume that the capital lease period was the same as the
depreciation period. We presented WestEd’s depreciation policy and IRS
guidelines on the capital lease for building improvements for comparison
purposes.

Finding No. 3- WestEd Over Recovered Indirect Costs by | mproperly
Applying ItsIndirect Cost Rate to Subcontracts.

WestEd properly excluded subcontract costs from the denominator of the formula
for calculating indirect cost rates for periods prior to FY 1996 and its provisional
rate for FY 1996. However, when WestEd used the rates to determine the amount
of indirect costs to be charged to contracts, WestEd applied the rate to direct costs
that included subcontract costs. By applying the rate to direct costs not included in
the formula’s denominator, WestEd overcharged contracts for indirect costs. In FY
1996, WestEd overcharged indirect costs to the OERI contract by $108,061.

In its response to the draft report, WestEd provided us its computations for the final
FY 1996 indirect cost rate that it submitted to the Department. WestEd submitted
the computations to the Department after our fieldwork. We confirmed that the
computations for this rate included total subcontract costs in the formula’s
denominator. Including total subcontract costs in the denominator is not
appropriate. OMB Circular A-122, Attachment A, Paragraph D.2.c., instructs
organizations to exclude major subcontract costs from the denominator when computing
the indirect cost rate. WestEd has not obtained approval from the Department to include

11



total subcontract costs in the denominator.

While the Circular instructs organizations to exclude subcontract costs, it is common
practice to include a limited amount of subcontract costs in the denominator, for example,
up to $25,000. Then the entity can apply the indirect cost rate to this limited amount to
recover indirect costs allocable to subcontracts, such as processing payments to the
subcontractors.

We recommend that OCF & CIO determine the appropriate amount of subcontract costs
that WestEd may include in the denominator of the indirect cost rate formula. This will
enable WestEd to recover indirect costs related to processing subcontracts. Also, WestEd
should apply the indirect cost rates to only those direct costs included in the formula
denominator. Further, WestEd should return $108,061 of indirect costs overcharged to
the OERI contract in FY 1996.

Auditee’s Response

WestEd did not concur with our finding and recommendations. WestEd officials
stated that Far West included all subcontractor costs in the FY 1996 direct cost base
(formula’s denominator) and properly applied its indirect cost rate to subcontract
costs. Officials stated that Far West'’s indirect cost agreement, which both Far West
and the Department approved, specified the method for calculating indirect costs.
WestEd contended that if Far West had done as recommended in the report, the
agency would have violated its explicit agreement with the Department.

Auditor’s Comments

Prior to WestEd's submission of the FY 1996 final indirect cost rate, WestEd did not
include subcontract costs in the denominator. Therefore, WestEd should not apply
those rates to subcontract costs. We confirmed WestEd’s change in the denominator
with the Department’s Indirect Cost Group. Further, the Department has not approved
WestEd's FY 1995 and 1996 indirect cost rates. Thus, WestEd did violate its
agreement with the Department by applying the rate to subcontract costs.

Finding No. 4- WestEd Charged Contracts
Unallowable I ndirect Expenses.

WestEd charged its contracts indirect expenses in FY 1996 that were unallowable
and unnecessary in the performance of Federal contracts. Our review of selected
transactions identified the following questionable costs:

12



Description Amount

» Lease of a Jeep Grand Cherokee for the Lab’s Director $5,179
» DJ for dinner entertainment at two-day board and

one-day staff/board meetings at a resort $450
* Airfare for foreign travel $532
« Airfare upgrades (includes $124 direct charged to the OERI contract) $560
» Reorganization costs without prior approval $12,608

(Includes $2,804 direct charged to the OERI contract)

OMB Circular A-122, Attachment A, Paragraph A states that for a cost to be
allowable, it must be reasonable for the performance of the award. In determining
reasonableness, the cost should be ordinary and necessary for the performance of
the award.

WestEd officials agreed that the DJ expenses for dinner entertainment and airfare
upgrades are unallowable. They plan to exclude those expenses in the calculation
of the final indirect cost rate. Also, WestEd should return $124 of unallowable
costs charged directly to the OERI contract for airfare upgrades.

WestEd incurred legal costs related to its merger of Far West and Southwest to
form WestEd. According to the OMB cost principles for nonprofit organizations,
such costs are disallowed, except with prior approval from the awarding agency.
WestEd did not obtain prior approval from the Department nor did the Department
request the merger. WestEd should return $2,804 of these costs that were
charged directly to the OERI contract.

OMB Circular A-122 does not specifically list foreign travel and executive
automobiles as unallowable indirect costs. However, WestEd did not demonstrate
that these costs were necessary for the performance of Federal contracts.
Therefore, such costs should be excluded in the calculation of the final indirect cost
rate. We recommend that OCF & CIO ensure that WestEd make the proper
adjustments for the unallowable indirect costs in the final indirect cost rate.

Auditee’s Response

WestEd officials stated that except for $560 for airfare upgrade and $450 for
DJ expense, all other costs are allowable under OMB Circular A-122. WestEd
disagreed that the legal costs associated with the merger of Far West and
Southwest are unallowable. Officials asserted that only $4,569 of legal costs
were related to the finding and such expenditures were not considered
organization costs.

Officials stated that WestEd leased the Jeep Cherokee for the Chief Executive

Officer (CEQO). The cost is in the CEQO’s compensation package and reported
as income to the Internal Revenue Service. As for the foreign travel airfare that
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WestEd charged to the indirect cost pool, officials asserted that OMB Circular
A-122 requires only direct charges for foreign travel need prior approval to be
allowable.

Auditor’s Comments

Our position has not changed for the unallowable indirect expenses for the
reorganization costs, auto lease and foreign travel. The legal costs associated
with the merger of Far West and Southwest is an expenditure meeting the
criteria for organization costs in Paragraph 26 of OMB Circular A-122,
Attachment B. Under this criteria, fees to attorneys in connection with the
reorganization of an entity are unallowable, except with prior approval of the
awarding agency. The legal fees were incurred in connection with the
reorganization of Far West and Southwest to form WestEd. Also, WestEd did
not submit sufficient documentation to justify that only $4,569 of legal costs
were related to the merger.

For the auto lease, WestEd has not submitted documentation to demonstrate
that the costs were included in the CEQO’s compensation package and reported
as income to the Internal Revenue Service. As for the foreign travel, WestEd
did not provide justification for the necessity of the trip and the allocability of
the travel costs.

FindingNo.5- WestEd'sIndirect Cost Rate Does Not Reflect
All Indirect Costs Charged to Its Contracts.

WestEd'’s stated indirect cost rate'! gave the impression that indirect costs
remained fairly constant when in fact the rate increased 29 percent over the past
three years. For FY 1996, the indirect cost rate was 34.8 percent rather than the
stated 12.8 percent. It should be noted that WestEd has other indirect costs, for
example, buildings and facilities costs that WestEd excludes from its indirect cost
rates and would not be applicable for the discussion in this finding. If we took into
account these additional costs, the actual indirect cost rate would be about 45
percent for FY 1996.

WestEd shifted most of its indirect costs to its contracts as direct costs.
Beginning in FY 1994, WestEd charged most of its indirect costs as direct
costs by establishing cost centers for data processing, program support,
contract management, and general services. WestEd directly charged cost

"Indirect costs are expenses incurred for common or joint objectives and cannot be readily identified
with a particular program. An indirect cost rate is a device for allocating the proportion of indirect costs to
each program. It is the ratio (a percentage) of the indirect costs to a direct cost base.
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center expenses to its contracts using direct labor hours as a basis for
allocating costs. Under the new methodology, the indirect cost rate included
only expenses for the accounting department, the office of the executive
director, bid and proposal effort, and the Board members. Appendix A provides
a graphic comparison of the former and new methodology.

As part of our analysis, we recalculated the indirect cost rates using WestEd’s
former methodology. Table 4 shows the indirect cost rates under the former
and new methodology for FYs 1994 to 1996.

Table 4. WestEd’s Indirect Cost Rate Does Not Reflect All Indirect Costs.

Indirect Cost Rates
Fiscal Year Former Methodology New Methodology
1993 27.0%
1994 26.4% 12.4%
1995 29.0% 12.8%
1996 34.8% 12.8%

Indirect costs have increased over the years. In FY 1993, WestEd’s final
indirect cost rate was 27 percent. Since FY 1994, it directly charged most of its
indirect costs that resulted in reduced indirect cost rates of 12.4 percent in

FY 1994 and 12.8 percent in FYs 1995 and 1996. These stated low rates
could give the appearance that WestEd is more efficient than other
organizations. To gain marketing advantage in its contract bids, WestEd has
an incentive to keep the stated indirect cost rate low. However, former indirect
costs, such as contract services, actually increased from $1 million to $1.3
million between FYs 1994 and 1996 and would not be reflected in its stated low
rate.

Under the new methodology, WestEd'’s stated indirect cost rate also gave the
impression that the rate remained fairly constant. However, using the former
approach, the indirect cost rate actually increased by 29 percent from FY 1993
to 1996. Further, the indirect costs increased by 20 percent between FY 1995
and 1996. During this period, WestEd’s business base grew from $16.9 million
to $24.6 million, or a 45 percent increase in its operating revenues. In a period
of substantial expansion, we would expect the indirect cost rate to decrease as
more contracts are available to absorb the increased indirect costs.

We recommend that OCF & CIO, in coordination with OERI, assess the
reasonableness of WestEd's indirect costs in relation to other nonprofit entities.
To ensure that all indirect cost rates are fully disclosed, the Department should
include WestEd’s rates for each cost center, including buildings and facilities,
in WestEd'’s indirect cost rate agreement.
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Auditee’s Response

WestEd did not concur with our finding and recommendations. WestEd
officials interpreted our finding to mean that WestEd must have a single
indirect cost pool that includes all costs incurred. They stated that the relevant
guestion is whether WestEd is allocating costs in a manner that ensures the
Federal share of costs is not disproportionate. They contended that the
indirect cost rate, under the old methodology, was 32.5% in FY 1996.

Auditor’s Comments

WestEd misinterpreted the essence of the finding. Our intent was to show that
WestEd's new methodology for computing the indirect cost rate did not reflect
the increase of indirect costs during a period of substantial expansion. We did
not express that WestEd must have a single indirect cost pool. Also, WestEd
has not provided documentation to support the 32.5 percent rate that it
computed for FY 1996 using the former methodology.

Recommendations

We recommend that OERI, in coordination with OCF & CIO:

1.

Require WestEd to seek future tenants that are compatible with the mission or
objectives for educational research purposes. [Finding No.1]

Limit the rental profits and related interest earnings accumulated in WestEd’s
reserve fund. The amount to be retained should be limited to a reasonable
estimate to cover necessary building expenditures, including capital
improvements that are not recovered through WestEd’s operations. The
amount exceeding the limit should be used to reduce program expenditures
and/or further program objectives. [Finding No.1]

Require WestEd to separately identify the accumulated lease profits and
related interest earnings in its financial records and disclose the restricted use
of those funds. [Finding No.1]

Require WestEd to select methods for acquiring assets that are most cost
effective for the REL and other Federal contracts. WestEd should even
consider using its reserve funds for furniture, computer equipment and building
improvements. [Finding No.2]
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We also recommend that OCF & CIO:

5.

10.

Recover $20,000 of FY 1996 costs that represent the interest component in
WestEd's payments for asset leases. WestEd should also be required to
compute the amount of unallowable interest expense charged to the REL
contracts prior to FY 1996 and return those funds to the Department. Further,
WestEd should discontinue charging the REL and other Federal contracts any
interest costs associated with assets refinanced after September 29, 1995.
[Finding No.2]

Review WestEd'’s practices for recovering asset costs. [Finding No.2]

Recover excess indirect costs amounting to $108,061 associated with
subcontracts. Also, OCF & CIO should determine the appropriate amount of
subcontract costs that WestEd may include in the denominator of the indirect
cost rate formula. Then, OCF & CIO should require that WestEd apply the
indirect cost rates to only those direct costs included in the formula
denominator. [Finding No.3]

Ensure that WestEd makes the proper adjustments for unallowable costs in the
FY 1996 final indirect cost rate. Also, OCF & CIO should recover $2,928 of
other direct costs ($2,804 for reorganization costs and $124 for airfare
upgrades). [Finding No.4].

Assess the reasonableness of WestEd'’s indirect costs in relation to other
nonprofit entities. [Finding No.5]

Ensure that WestEd'’s rates for each cost center, including buildings and

facilities, are fully disclosed in WestEd’s indirect cost rate agreement. [Finding
No.5]
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Other Matters

WestEd Purchased Furnishings Exceeding
the Quality Necessary for Federal Contracts.

WestEd remodeled the Los Alamitos building at a cost of about $240,000 and financed
this project through a building improvement capital lease with seven-year payout terms.
From our observation, the furnishings purchased exceeded the quality that is necessary
for the performance of Federal contracts. WestEd purchased about $31,000 of furniture
for the executive offices of this building between January and April 1997. These costs
were originally allocated among WestEd's contracts. After we inquired as to how these
costs are recovered, WestEd reclassified these costs to a general fund account. In its
response to the draft report, WestEd officials stated that they furnished the offices in a
manner comparable to the office suites provided for senior staff in the nonprofit and
government sectors.

WestEd Included CEDaR Dues in Its Contract Charges.

In FY 1996, WestEd paid $60,000 in dues to the Council for Educational
Development and Research (CEDaR), a trade organization for the regional educational
laboratories. The dues were based on WestEd'’s full-time staff count. Of the $60,000, a
total of $4,200 was charged to the general fund, and $55,800 was placed in the general
services cost pool and allocated to WestEd’s programs based on direct labor hours. OMB
Circular A-122, Attachment A, Paragraph A provides that for costs to be allowable, such
costs must be reasonable, allocable and necessary for the performance of the contract.

OCF & CIO developed a guideline on the amount of CEDaR dues that could be
charged as indirect costs. The Department limits allowable CEDaR dues to

0.2 percent of WestEd’s revenue.' Under this guideline, $51,500 in CEDaR dues
could be included as indirect costs. Thus, OCF & CIO may consider $4,300
($55,800 minus $51,500) of CEDaR dues as unallowable.

In its response to the draft report, WestEd officials stated that the CEDaR dues are
allowable costs in their entirety. They asserted the guideline referred to in the
report limiting the recovery of the costs on government contracts has no standing in
either law or regulation. The officials also stated that the guideline was never
published in the Federal register, disseminated in any official Federal publication,
or transmitted by letter prior to, or during the period relevant in this instance.
Further, they contended that the guideline is completely arbitrary because any
standard of reasonableness requires an assessment of benefits received in relation
to their costs.

2\WestEd's revenue sources and amounts are listed in the Background Section of this report.

18



Background

Congress originally authorized the regional educational laboratories (REL) to improve
education through research and development under Title IV of the Elementary and
Secondary Education Act of 1965. The Educational Research, Development,
Dissemination and Improvement Act of 1994, Public Law 103-227, provides funding for
the ten current RELSs.

The RELSs, in partnership with state and local educators, carry out educational research
and development projects. In fiscal year 1996, the ten RELS received a combined total
of about $51 million in Federal funds. The RELSs also received funds from other
Federal, state and private sources.

On December 1, 1995, WestEd was created to unite the operations of Far West
Laboratory for Educational Research and Development (Far West) and Southwest
Regional Laboratory (Southwest). WestEd’s main facilities are in San Francisco and
Los Alamitos, California. Under the REL contract, WestEd serves the states of
Arizona, California, Nevada and Utah.

On December 1, 1990, Far West was awarded a five-year OERI contract for $17.7
million. During that time, Southwest was a subcontractor for Far West. On December
11, 1995, Far West was awarded a new five-year OERI contract for $22.0 million.
During 1995 to 1996, Southwest continued as a subcontractor for Far West. As of
December 1, 1996, through an agreement submitted to the Department, WestEd
became the prime contractor on the current OERI contract. Since Southwest is now
part of WestEd, the prime and subcontractor relationship between Far West and
Southwest does not exist. Currently, WestEd is a nonprofit research, development,
and service agency organized under the Joint Powers Act of the State of California.
With a staff of 250, its business base and related revenues for FY 1996 consisted of:

Contracts Revenue: OERI $ 4.1 million
Other Federal 11.4 million
State 3.4 million
Other'® 5.7 million $ 24.6 million
Other Revenue: Building 0.9 million
Other Income 0.3 million 1.2 million
Total Revenue $ 25.8 million

13This amount includes fiscal agent contracts for which WestEd’s responsibilities are limited to
providing accounting services, including preparing the billings and paying contract expenditures. No
programmatic functions are performed on these contracts.
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Pur pose, Scope and Audit M ethodology

The purpose of the audit was to determine whether costs incurred by WestEd and its
subcontractors under the REL contract with OERI complied with applicable Federal
laws and regulations and the terms of the contract. The audit covered the period from
December 1, 1995 to November 30, 1996. We conducted our fieldwork from January 6,
1997 to May 5, 1997, at WestEd’s business office in Los Alamitos, California. We also
performed data analyses as appropriate to our audit at our field audit office in Long
Beach, California.

To accomplish the audit purpose, we reviewed and analyzed Federal Regulations,
contract terms, procedures manuals, accounting records and financial reports. We
interviewed Department staff and WestEd personnel. We also reviewed records,
reports and transactions from other award years that we considered relevant to our
review.

We conducted our audit in accordance with generally accepted government auditing
standards appropriate to the scope of the audit described above.
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Statement on M anagement Controls

As part of our review, we assessed the system of management controls, policies,
procedures, and practices applicable to WestEd’s administration of material aspects of the
OERI contracts in accordance with Federal requirements. Our assessment was performed
to determine the level of control risk for determining the nature, extent and timing of our
substantive tests to accomplish our audit objective.

For the purpose of this report, we assessed and classified the significant controls into the
following categories:

Management of Federally-funded buildings
Asset acquisitions

Contract billings

Cash management for drawdowns
Contract expenditures

Subcontract costs

Indirect costs

Financial and administrative reporting

HFHEHHFEHRHEHRHE

Because of inherent limitations, a study and evaluation made for the limited purposes
described above would not necessarily disclose all material weaknesses in the
management controls. However, our assessment disclosed control weaknesses which
affected WestEd's ability to administer the OERI contracts. These weaknesses included
WestEd not complying with all Federal laws and regulations and the terms of the contract.
Also, WestEd’s indirect cost rates negotiated by the Department do not reflect all of its
indirect costs.

The control weaknesses and their effects are fully discussed in the Audit Results section
of this report. The findings of this report that relate to the control categories listed above
are WestEd’'s: improper use and retention of rental profits from its Federally-funded
buildings, excessive and unallowable costs for asset acquisitions, improper application of
indirect cost rate to subcontracts, and unnecessary indirect and other direct costs for the
performance of Federal contracts.
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Appendix A

Indirect Cost Structure

WestEd

1993

Executive Office ‘

Board Members |

Bid & Proposals |

Accounting Dept. |

Indirect Cost Pool

Data Processing |
Program Support |
Contract Management |
General Services

In FY 1993 and prior years,
WestEd's indirect costs were
accumulated in a common pool.
Indirect costs billed to contracts
and grants are computed by
applying the indirect cost rate to
the total modified direct cost
hase.

\ Indirect Cost Rate @ 27.0%

Contracts & Grants

WestEd
Indirect Cost Structure
1994
Data Processin Program Support SETEE. General Services
g 9 PP Management

Executive Office |

Board Members ‘

Bid & Proposals

Accounting Dept.

Direct Charge

Contracts & Grants

Indirect Costs @ 12.4%

In 1994, WestEd established cost service centers for data processing, program support, contract management and
general services. These costs are charged directly to contracts and grants by using direct labor hours as a basis
for allocating costs. Other indirect costs are applied to contracts and grants by applying a reduced indirect rate of
12.4% to the modifi ed direct cost base.
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Attachment 1

WestEd Response to the Report
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U.S. Department of Education
Office of Inspector General Note

The exhibits of WestEd’s response are available in
our office and will be provided upon request
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January 15, 1998
- Ma. Gloria Filottl

Area Manager
_ U.E. Pepartment of Education
- Offiee of Inspector General

Office of Andit Services — Fegion IX
s 80111 Streat, Suite 219
ciie - Baeramente, CA 95814
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Westi.d

Response

ta

Draft Audit Report
WestEd’s Administration of the
Regional Educational Laboratory
Contracts

U.S. Department of Education
Officer of Inspector General
Office of Audit Services

Audit Control No. AQ960009
November 1997 '

20 January 1998
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Finding No. 1
I.G. Report:

Westld Leased Space to & Radio Station and a Computer Facility in
Buildings Purchased with Federa) Funds for Educational Research
Purposes and Retained Profits from the Leases,

SUTmRETY

WestEd leesed excess space to entities with a0 edacarional research
functiens 2nd retained the profits in its reserve fund. These actions did not
comply with the provisions of the criginal Federal seants given to the
regional educarjonal labozacosies (REL) far construciion ot purchase of
their buildings. Also, WestEd ¢id not eontply with Federal regubarinns
regarding the use of the bu{léings’ fease income. Ay a result, Federaliy.
funded asscts and income Zenerated from rhose assers have not been vsed
for their intended purposes. Furcher, because Wesi2d does not separately
identify lease profies ie its fund balance, the retained profits are at risk of
being nsed for inappropriats purpoges.

WestEd's response:
Introduction:

Before eddressing the particulars of this finding, it is important to consider
the ¢ontexi of the federally-designated Regional Educational Laporatgties
(REL3) leasing “excess space.”

Thers have pecn dramatic chenges in the relationship berween the
Pepartment of Education (formalty the Otfice of Education within the
Depariment of Health Bducation ané Welfare) and the RELs since the
initial awards of facilities grants in 1972 and the present, over 23 years
later, At the time of the facility awards — and for a few vears-thereafter,
the feders] government provided for the full cost of the feeilities through
REL “mester coniracts™. Sueh coniracrs seapoted seaff who Fully cenpied
the fazilitics. All facibity costs were included in the contract awards. The
RELs reecived full government support as “institutions™,

Laboratories no longer receive such full, iastimtional suppoer from the U3,

soverament. Eather, RELs must now largely support themselves by
scouring incividual programs and projects through processes invelviag
campeting for prants and contracs.
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The sume persannel in the Department of Educdtion were awars of the
12nanl arrangements ar ootd the Los Alamiios and 3an Francisce facilitics,
Thege personne] bave never raised any objsction 10 the 1ypes of ténants
leasing gpoce at either facility. This conduct indicaies that the parties
share a commor interpretation of the limirations contained in sach of the
grants which permit the type of 1enants now leasing spacs ac the respective
facilities.

The Repost's incerpretation of the lkmitations in the rasis 15 (neonsisieat
with the reascnable interpretation adopted by the parties and, cherefore, is
both incorrect gnd irrelevant g0 WestEd's responsibilities under the graats,

WestEd Retained Building Rental Profits Rather Than Using Them To
Further Program Project Objectives.

The 1.G.’s Draft Report makes two contsntions rezardieg rental income in
this part of ihe finding. First, it conrends that WestEd must usc rental
income "to offsel program costs, furcher program objsctives oo finance
buildiag improvemsnes.” Ip support of this assercicen, the Feport cites the
tequirements pertaining to progoai income under Paragraph A5 of OMEB
Circular A-122, and the requirements for use of reatal incoms ideneidied in
latrers to SWRL and FWL in 1992 and 1989, respectivedy,

Whether or 2¢r the Report is correci, the purpored “finding” regarcing the
proper purposes for which rental income may be spent nas absolutely ao
relevancs to any expendiltse WestEd has mads becange Wes(EC has spent
none of the §2.6-mjlline accumulated rental profits which are contéingd in
WastEd's reserve belance, &3 ackapwledeged by the Report {p.4).

Neversheless, when such rime comes for WastEd 1o spend from its
wocuranfated rental income reserve, WestEd disigrees that this reserve may
be used only for the purposss cited in the Repore. The limitations relaring
to “peogram income™ under confracts subject to GME Cireular+4-122 do not
apply to WestEd's fagility rental income bezawse the use of that income 13
soverned by tha grants under which the facilities were construcied, which
ware nol subject to A-123,

In addition, the limitartions set forth in letters from the Department of
Educarion te SWERL and FWL are far beoader than the description previded
in the Report. The Report erreneously implies that the Depariment of
Education secmitred SWHEL to spend rental income onldy for “any purpose
which furthers the support or mainienance of the building, equipping the
facilivy, or edvcationad ressarch.” The letter actually states:
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“riven the broad reach of [the grant and retevanr BEducation
Degartment General Administrative Regulationd provisions,
whether the period of the grant support is rezarded 25 compicted
or continuing, we conglude that SWRL is authorized under the
terms of the grant and the applicable regulations tw use the rania)
incoms from the above-dsseribed facility to carey out the broad
objectives of the [Cooperative Research] Act, including, but not
fimited to, any purpose which furthecs the suppori or
maintsnance of the building, equipping the fagility, or
#ducations] research.” [Emphazis added.)

As discussed more fuily below, WestEd accumolated rental incame to pay
for enticipated facility-related costs requiring capizal furds to whick

WestEd otherwise would not have access. These purposes are well within
the limitations described io the lerters from the Deparsment of Educaricn.

The second ¢ontention o the Report rezarding rental income is thar WestEd
15 not authortzad to retain for any period of time accumplated “rental
profits” that exceed a “reasonable 2stimae o cover necessary building
expenditur2s, including capital improvements that arc ook recovered
throwgh WestEd's operations.” The purperted basis fos this position is that
the letters from the Departmear of Education contain ro provision that
eipresily permits retaining sccumulated rental ingoms.

WestEd is zutherized io retain accumulated vental iacome because doing so
furthers the broad purposes of the Cooperate Research 4ct agd neither
WestEd's grants nor any commuaication from the Department of Education
prehibics the practice. A reserve is necessary bacause WestEd does not
kave suilicient access ro capital funds for uses that are crisfeal o the
coneinbed viability of its research programs, soch as;

I, Offsetting the costs associated with vacant building space that cannoc
ba leased due to poor market conditions. Sueh a sitpation nearly
bankrupted SWRL in the mid-1980s.

2. Underwriling the self-insurance portion - *deducrible” — reguired
by the earihquake policies carried on the FWL and SWERL buiidings —
mandatory given their respective locationd in twé nigh carthquake-prone
arzas of Califernia, In 1997, this amoant alone was over 52,5 million —
a torel that does not even inclode funds needed to maks repairs that
might be required but which ace in excess of the policy limits, This
additional ¢ose woutd be in the range of 52,000,000 to $3,000,000,

A% poted above, the Report irself recommends thae some amovat of reserve

is nzcessary Lo finance necessary capital improvements {despite its
Inzonsistent position thal ng reserves are awthorized under the Department
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of Education letiers), Tiae Repor, thersfors, apparently does wot question
WestEd's pragiice of crearing a reserve, but only the amouwnt of reserve that
is apptopriate. This determination requirss business judgment that the
augiter is in no-pesttion to make or to second-guess,

As discussed above, recovery from carthquakes alonc could require the
sxnendiore of up to $3.5 million from the reserve, A substantiol shortage
of funds due to wnforescen circumstances could bankrupt the organization
and cut short (he pecformance of many educational research projeets
reguired by various agencies of the LS. Government. Indesd, SWERL aad
FWL hoth have been encouraged consistzntly by auditors — boch
independsnt and government = as well &5 their respactive poards of
directors, to seck such financial security from reatal income specifically for
protoction 4g4inst such liabiliry,

If the recommendasions suggested by the Repoct had been adopred 10 years
ago, 1015 almost cerraip that SWHL wouald have either zoae bankrupt or had
to abandon its office facility, At that time a large portion of the building
was vacant and the cost of maintaining the {acility was far beyerd che
resouress the Labgratory bad co suppart it. Fhe leasing of the cxcoss space
wag the gnly way that SWEREE could begin te cover its costs, Singe the
faderal government has 4 substantial financial interest in these faciiicies, i
i not only prudent but necessary that WeslEé reserve funds to be used for
the protection OF 165 (acifitias.

WestEE's crearion of a resarve rental income 15 entirely ¢onsisgant with the
purpeses of the Cooperative Researc 441 and with direction provided by
the Departrent of Education. The resavve provided FWL and SWEL, and
will contipue to provide WestEd, with the financial sscurity necessary o
prevenl insolvency or the nesd for an unexpested infusion of federal money
to repair and maintain the Los Alimitos and San Fraocisce facilities.

I.G. Report:

tWestEd Used Leage-Purchase Agreements that Resulted in Excessive
Charges for Furnitere, Equipment and Building Imprevements.

Summary:
WestEd acquired assers throngh lease-purchase agrezmants rather chan
outright purckases. Under this purchasing method, conzract costs For assets

ware excessive due to the additionad inleress expense. Also. WesiEd
accelerated the charges of #8560 ¢osts 10 ¢contracts by using the Jeass perind
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rather than the wseful economic tives of the assets. In addition, it charged
contracts for incetzst coss duriag the peried when interest was an
unallowable eost

WestEd's response:

Westkd's Asset Costs Were Greater Due To Use Of Lesge-Parchase
Agreements.

The Report asserts that FWL's costs te leass furnisure and compuier
BOuipment ware “axcessive” because they were greacer thas the costs wonld
have been 10 purchase the items. This conelusion is wrong — Jegally and
fzctually.

A5 & legal matter, a cost that is subject to OMPE Ciecular 4-122 s
reasonable if “in natere or 2mouet, it doss nor axcesad that whieh would be
incuered by a prudent gerson wnder the circumstancss prevailing at the ime
tke decision was made in incur ehe cosrs.” &-122, Atuzchment A, 9 3.
Lease ¢osis, in particular, gencratly are allowable, subjeer to contain
limitations, without ragard to whetner purchase of the item leased wouid
féve resulted in less cosi. A-122) Attachaent B, 7 42,

FWL’s decision to lease rather than buy the ferniturs and computer
equiprment af isske was prudent under the elrcumstances in view of the fime
value of money associated with an up-front vutlay of cash, and the patential
that FWL woolé not have a continving need for the items after the basic
ieage perigd. FWL enfzrad into (wo leases for furniture and one lease tor
computer equipment. The base perioé for the furpirare [eases was 345
months and for the computer equipment lease it was 26 months.

All three ieases contained & purchase option rider that permitted FWL, at
the terminatien of che leage period, to (1) purchase whe items 4t the grearer
of falr market vaiue or 209 (for furniture; 35% for computer equipment) of
the cost whea new, {2) arrange to sctl the jtems te a third party at the
option purchase price and foeward the procesds to the lessor, ot (3) if the
items eould rot be salé, conitnue to lsase the itams for ar additipnal 12
months and eeturn (he ikems to the fessor at the conclusion of the extendsd
period.

Arthe time of egtering inio the leases, FWL ancicipared thar v would nesd
the tiems only for the base period and would be abls to dispose of them at
the senclusion of the lease peried. Thus, FWL anticipated thart its roral
costs woald equal the lease costs for the base period only,
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Purchasing the ieems would have mads these fuads unavailable for other
Purpuses, resuiting in lgst opportunities to make other neaded payments or
in the need to borrow o veplentsh operating funds. Cash is 2 very scarce
Commodity in most ron-profit organizations, including FWL. The decision
to lease the equipment was prudent in matching the eui-lay of cash with
projected in-Flow,

It 1% moi abways beneficial or possible for not-for-profits like FWL fas well
a3 SWRL and WestEd) to be advancing farge sums of money to purchase
assexs. Tie mateh of geeflows with inflows s usuallv the most siznificant
factor in making a Jease or buy deciston.

It is imperative that an crganization keep its cash reserves at a Jevel that
will ensure adecngte levels of working capital 50 as to be able to survive
any vnforzseen business downcurn or some ather vatastrophic event,
Access ko external eapital by 4 non-profit asency for such PULpQses 15 A
most difficuelt propositon.

Contrary to the assertion in the Report, the table below demonstrates that
the purchase amount, including the associated time valus of thar amount,
exceeds the lease costs for the base period.

Furnirura Furniture Computers
Purchase Price - 837,777 SET, 7R3 5113319
Mew
Time Valus of £.319 f.241] 8473
Meney
Taotal Farchase 563,095 274024 5123,791
Costs o B
Tota]l Base S60,070 570,472 396,863
Ferigd Leass
Payments
Puechaze Cost 33024 53,553 327,126

Ciraater Than
Base Lease Cost

Under this scenario, FWL reasonably determined that leasing was Far more
sconomical. Atthe end of the current bease peciod. management intended
Lo reassess its need for the equipment based on (s overall level of pregram
support. The fact that FWL uleimaialy extended the teases for another year
I irrelevant 1o whether the decision to lease was ceasonable at the time that
decision was made,
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WestEd Expedited Charges To Contracts By Accelerating The Cost
Recovery Periods Of Asser Aequisitions,

Response:

The leases entered 1nto by FWL were operating l2ases, not capital leases.
A4 soch, the as4ets in question beleng to the leaging ¢ompeny and noi to the
Laboratory, It would be tmproper for the aseets to be recorded on FWL's
palancs sheat and then depreeiated, The auditor bas assumed that ihe
menthly rental pavment represenied deprecistion expense and tnterest. It
daes net. [t tepresents vental cost, which is &r allowable cost. [See
Té3ponde 0 next item).

FWE [WestEd) does not use aceelerated depreciation practices which are
inconsisient wich its own policies. The Report's discession of depreciation
practices is only relevanc in situations where assers are Deing purchesed. It
15 not relevant wnder the circumstances of 2a operating Jease,

The Auditor's assertion thai WestEd recaatly eatersd ints ¢apital leasing
arrangéments for building improvements and nsed a dapreciarion policy
Incensistent with irs stated poliey of 10 voacs is incorrect. The asgers in
question are currently on o 10 year depreciation schedule and have besn
zlways, from the dare thar they were acquired. [(Ses Exbibit 2-10.

The Audieor apparently essumed thet the capital lease period was ihe same
23 the depreciation patiod. This 15 simply not the case, The depreciation
sciedule 15 independent of the lease period.

WestEd Clarsed The Contract Unaliowable Interest Costs.
Response:

FWL did not charge the copiract for interest costs during the period when
iatercest was an unaliowable cost because the lease costs represenced
allowable renial costs feom operating leases, dol [ATErasT eosts under &
capital leass,

Arthe time of the three laases g guestion, the eritesia of FASE Statement
Mo, |3 were applied. The criteria thar e3tablished them as pperarjeg leases
15 g% follows:

L. Ownersnip was not 1o be rransferred at the end of these leasges.

2. The lease did not conrain o bargain purchase. That is, at the end of

he Jease these assets could not be purchased for (significanty) less
thar their fair market value. These [eases cabled for a puechage of

33

-~



EWV or 20% io 35% of initial valus whichever was nigher. This
would not be consrdered 2 bargein purchass,

el

. The leass term was less than 75 percent of the propzry’s estimated
sconomic life.

Z. The present valoe of the lease pavments was less than 90 percent of
the fair markst valee.

FWL s independent avditors. Grant Thomion, confirmed that the Jedses
complied with the above ¢riteria and weee jodeed opearatipg leasss,
Atiached [s the worksheet showing the calculattens using che shove criteria
{Exhibit 2-2].

The entire amount of the lease cosis are allowable under Paragraph 42,
Attachment B, of OMB Circular A-122, That cost prineiple ¢containg &
firitation regarding leases in which the lesses has & matesial squity ia the
equipment. However, the limitation does not apply o this cage. The
provision siates, “the fessee mav oot have a matsrial squity in the
squipmant in grder for the lease payments to be completely allowable as
cearal costs A marerial equity exists, under paragraph 42(4)(3), if the
term of the lease cannot be canceled and has one ot mete of the following
charzeteristics:

(1) the lease has 2 “bargain purchase option,” L., the perchase
price is substantially less than the probable fair marker value
will be when the oprion can be exercisad,

(1) title to the property passes during or aiter the lease period,

{3] the “teeyn of the lease (ipitial term plus periods coversd &y
bargain renewal options, if any)” is equal (0 73 per cent or
more of the economic Hic of the leased propetry.)

The TWL leases meat nooe of che criteria zbove that wonld 1ndicars that
FWL possessed a material equicy in the equipment. As noted ghove, the
leases did not have a “bargain purchase option™ because the purchase price
was Lo be af least the [air market value of the equipment. Ia addition, title
would not necessarily pass during or after the lease if the lessee did not
sxereise the purchase opeion, which i3 what FWL contemplated when 1t
entered into the leases. Finafly, for none of the leases was the term equal
te 75% or more of the econemic life of che leased property.

The applicable lease term is the base period becauss the leases did ag0
contain a barzaig purchase oprion, as discussed above, The economically
useful life i5 universally recognized as being 60 months for fureiture and
36 months for computer equipment, The lease period for furaiture was
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36460 = 00%; for compuier cquipment it wag T2% «— lower in both cases
than the 73% criteria sec forth in the cost prineiple.

The coses for such opezating leases, with no material equity involved,
involved no ¢osts for inferest. Al payments were, aed should be, classified
as leasing expense or renta] cost a3 peovided for undar Faragraph 42,
Attachment B, of QMB Circolar A-1272.

WestEd Should Be More Cost Effective In Its Asset Acquisitions.
Responge:

WestEd menagement is (n agreement that it should a)ways select methods
for acquinng asicts that are most economical under the circumstances thar
BxIst 4t the time of acquisition. The prudent use of irs reserves will always
be congiderad in making such decijions.

Furthermore, WestEd welcomes a review of its poticies related to asse:
recovery and will implement gladly suggestions that improve its
manafement practices.

The admonition that WestEd siop charging interest expenss related (o
assets refinanced after 29 Scpiember 1923 (0 the REL and other federal
centracts is unnecessary. Far West Laborzrory never charged interest
txipensds, only rental ¢osts, (o any of its contracis, as sraee above,
Findins Na, 3

LG. Report:
Summary

WestEd Over Recovered Indirect Costs by Improperly A_Ppljmn Its
Indirect Cost Rate to Subeontracts.

Tae indiresi ¢04l rate is expressed as the percentage of the total allowable
indirgct coses to toral dirsct ¢osts {excluding major subcontracis and capited
expenfitures), The formula for the indirect ¢80 rase i3 the ratio of indirect
cosis 9 a dir2cl cOsL hase:

Altowable Tadirert Cpnsts
Direct Cosrs
fexcluding subcontracty end capirai expenditures)

11
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To fultv recover the indirect costs, the rate is applied only to direct costg
incbuded in the denominator of the above formula. By applyiee the rate to
direct cosis not included in the base, WestEd overcharged indirect ¢osts on
the OERT conreacs.

WestEd sxcluded 21l subcontracrer costs from the dengminaior of the
indirect cost rate. Hewewver, it applied the race to ics direct costs plus
subcontract costs. Consequently, in FY 19%6, WestEd overcharaed indireet
costs oo the OERI ¢ontract by 5108061, We reeommend that GCFQ
recover this amoant from WestEd.

Alse, it is iraprropriate to apply the indirect cost rate ko the full amouat of
the subcentraet. Paragraph A4 of OME Circular A-123 states thar a cost is
gllocable 1F € can be distributed in reasenable proportion to the benefits
received, [0 is comnon practice 1o ineluds & limited amount of subcontract
costs 1o the direct cost base, {or example, up 10 335,000, Thea the cntity
can appiv the (adirect cost vata to this limited amounc to recovar indirgel
costs allecable to subcontracts, such as processing payments to the
subcontractors.  We recommerd that QCFO allow & limited amount of
subcontract costs in WesiEA™s dizest cosi base 10 recover indiceet ¢osts
allocable 1o subcoatractors.

WestEd's response:
WestEd overrecovered indirect ¢osts,

There are two problems with chis LG Draft Report fiadigs. Fiest, it asserts
that "WestEd axcluded all subcontracior costs from the denominaior of the
jndirect cost rare,” when, in fact, all documentition provided to the
avdirors clearly snows that WestEd included subconiractor cosis, Second,
whtle the Beport cites what it ¢claims 13 “common pragtice™ for calculating
indirect cost rates, it ignores the fact that the FWL indirect cost agreemant
that was approved by both FWL and the 1.5, Deparimant of Education
speeified the mechod for caleulating indirect costs. If FWL had done as the
Report recommends, the agency would nave datn in vielstion of explicit
agreements with the Departrment of Bdacatinn.

Far West Laboratory's application of its indirect cost rare 10 subcontrasts 1s
entirelv proper. A meore carciul examination of Far West's indirect cost
striscture wouid dave elearcly revealed that sebheontracts are included in the
deaominatoe of its indirect cost base. Thus, the Report is in srror i ifs
claim that WestEd excluded all subzontract ¢asts.

Far West capueed indirest costs in two subpools, The first ¢ontained all
indirect costs of the agency and the costs that make up the hase excepi for
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subcontraces. The second pool containg the subcentract portion of the base.
The two pools are ther combined for the purpese of computing an jndirect
cast rate.

Exhipit 2-1 15 & printout of the two pools for FY 1996 and a computation of
the rate, Exhibit 3-2 conrains two pages from Far West's indireer cost
proposal to the U8, Deparement of Education that again show that
subcontracts arc indsed tncluded in che base for determining the indirect
COSL rate.

As for the caleulztion of cthe indirect cost rate in the fofure, eack year
WestEd and the Department of Education vonduct negotiations o decermine
the most appropiiate method for catevlating and allocating indirect costs.
Each negetiarign resulis in an agreement subsequently approved by both
parties. We apticipars continuing to emplov this process.

Finding No. 4

L.G. Report:
Summanry;
WestEd Charged Contracts for Unallowable Indirect Expenses

WestEd chavged it2 contracts indirecr exnenses in FY 1996 thar were
unalbowable and uanecessary in the performance of Federzl contracts.
Qur review of selected transactions identified the following questionable
cuits

Deseription Amonat
v Lease of a Jesp Grand Cherokes for

the Labh's dirsctor 35179
s Two-day boaed and one-day stafi! 331,775

boart meectings at a ragort

{07 hored rooms., conference faes,
Eeals, rransportation expenses, &
for dimner enterrainmant, ete. for
Boaed members and Lab officials)

+ Alrfare for a Board member's forsien 3331
travel
o Alrfare uparadzs (includes sl
direst charged to the QERT S360
conragT)
13
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Deseription : Amount

v Reprzanization costs without prier $E2.608
approval
{includes 32,804 direct charged to
the OERI ¢oarract)

OMB Circolar A-122, Attacnment A, Paragraph A states that for a cost o
be allowadle, it must be reasonable for the pecformaace of the award. Io
determinisng reasonableness, the cost muse he ardinary and necessary for the
performanes of the award, '

WeasrEd officials agreed char che DT expenses For the dinner enfestamment
and airfare upgrades are unallowable. They plan 10 exclude those expenses
in the calealation of the final indirect ¢ost rate. Also, WestEd should
rerurs 5124 of unaliowable costs charzed directly to the GERI contract for
airfare npgrades.

WestEd incurred legal costs refated to its merger of Far West and SWEL 0
form WestEd. According to the OME ¢ost principles for nonprofit
organizarions, such costs are disallowed, excent with prior approval from
the awarding agency. WestEd did aot obrzein prior approval from the
Department aor did the Department request ihe merger. West2d should
return 52,804 of these coars that wers charged directly to the OERI
CORETACE,

Ir our opinion, the ofher amounts shown in the schedule abeve arc
enressonable and vnnecessary and shouwld also be excluded in the calculation
of the final iadirect cost rate. We rgcommend that CCFO ensure that
WeslPd make the proper adjustments {or the unallowable indirect costs in
the final indirect cost rate.

WestEd's response:

Jeen Cherpgkes

This auromebile was not acguired for the general vse of Laboratory staff,
It was leased for the ese of the Chief Exceutive Oificer as a compunsat of
the CE('s compensation package and repocted as income to the Tarernal
Reverue Service, The antomobile (s ia liea of 20 equivalert amount of
salary. Thus, the allowability of the cost is governed by the cost principle
fur compenseiion costs. OMB Circular A-122, Auachment B. 9 6.

In accordance with that provision, the WestEd Board has determined that
its CEQ s compensation package is comparable with chat provided other
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CEQs in organizaiions of similar type, size, and complexity. [See T 6.c.20
The R2aoer makes no assertion thai the <osls are unallowabls under the
COMpenialion ¢0il pripcinde, o dre they,

Dwos e SrafféBonrd megeing

LS. Department of Education
Office of Inspector General Note

WestEd's response relating to indirect costs for a two-
day stafffboard meeting has been omitted since it
1 pertained to a drafi finding that was not included in the
final report.

4
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The cosl of entersainment = 0 this cose 3450 for ¢ O — peiginally sas
inadvartent]y sharzed to the indirect cost poel, but subseguesily (and weil
before the audiz; wag ramovad from that po0! in DWLE's 1994 Indireci Cost
Ritz Proposal. end wos agr cluimed for retmbursement,
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dirfara for g Epard member’s forefen travel

The item in question relates to g trip taken by a FWL employee — nor
Board member, as the Repart states — 10 Londen. The purposc of the wip
wis 10 explere future funding ¢pportugities for FWL wich the Millennium
Foundation. Its cost was charged to the indirect cost pool.

Faragraph 50 (), Attachment B, of OMB Circular A-122 providas:

Direct charses for forsign travel costs are allowable only when
the iravel has received prior agproval of the awarding
agency, ... [Emphasis added.]

Somehow the Report kas consteved this provision te mean that prior approval
ts required for foraign travel regardless of whether the cost is direct or
indirect. Such an {nterpestaiion is clesaly incorrect. I indirect travel costs
required prior approval, che abgve ¢ost principle would so indicare. They do
nel. Ingtaad, they apply specifically and axclusively 1o the use of “dieect
charges.”

Arrfars yperadar

Any such upgrades 2re unalfowable costs and dave alwayve been treacad ag
sitch by Far West Laboratory. The charges in question were inadverrently
charged o the ipdirest cost pool due to a coding errar. These cosl: were
removed {tom FWL's FY 1996 ¢laim for indirect expenses.

fearcumizalon corts

Tz Repeort asserts that 812,607 3% (o costs paid for onwside legal services
sousiituie unallowable oreanization costs. As noted gu che awditor’s
workpepers, WestEd informed the auditor that these costs, which wers
desigrated on the law ficm’s invoices as “Administrative Matters " related
to the navaiion of governmens coatracrs for FWL and SWERL 1o the new
enTicy, Westkd. :

Subscquently, WesiEd has researched these costs mors thoroughly and has
determined that valy 34,569 of these coses related to novation agreemenis.
The remaining costs related to several otase types of administrative
matters, including leasing agrezments, rradermark issues, cooflicr of interssl
ind building tssaes, Fee Exhibit 4-2, atiached herato.

The Report takes the positicn thar novation costs copstirure waablowable
“organization cos1s.” Organizational costs are defined as “fe]xpendicures,
sueh as ncorperation fzes, brokers' fees, fees 1o promotecs, organizers

17
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[ztc.], . .. in connection with the estzblishment o7 reorganization of an
organizaiion” (OMEB Circuler A-122, Antgchmenr 8, ¥ 2§} Contract
novalions play no part in the incorporaron of an entity o¢ in s
cagitalization, which are the kinds of aetivities contemplated by the
arganization cost principle. Novations are not neessary for ikcorporation
or to esiablish or reorganize the capital strusttire of 4 business entity,

The fact that ¢ontract novations are typically pecessary o condieer business
after 4o arganizalion or reorganizacion oceors does not make the costs of
thase ackivities an “organization™ cost. If that were the case, the costs of
necessary office rearrangements angd printing coscs for a company’s aew
statinnery 450 would conscitnte "organization costs,™ This result cleariy
was not conismplated by the cost principle.

Conscauentty, all of the 312,605 of legal costs presanted in chis finding are
allowzble wnder OME Circolar A-122. To conclude otherwise requires a
migreading of faderal guidelines.

Hinding Mo, &

rrr——erp

1.G. Beport:

WestBd's Tndirect Cost Rate Does Not Beflect All Tndirect Costs
Charged to Its Contracts.

JHmEary:

WestEd's stared indirect eost rate’ gave the impression that indirect costs
eeinained fairly consrant when in fact the rate increased 47 percent over the
pasi three years. For FY 1996, the indirect ¢osi rate wag 34.% percenc
rather than the stzted 12.8 percent. It should be noted that WestEd has
other indirect costs, for cxameple, brilding and facilities costs thar WestEd
exclodes from itg indirece cost rares and woold not be apalicables for che
discussion in this finding. If we took iate account these addicional costs,
ihe actual indirect ¢ost rate would be ahout 43 percent for FY 1996,

Indirec! costs are expenses inguerad far smmaon or jeinl objestives and
gannpt be readiiy identified with a gasticuiar pregram. An indirect ¢ost rate is a
device for allosating the progattion of indirect costs to eash pregeam. b is the
tatia (4 peecentage} of the indires cosis 10 A direct cost Dass,

13
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WestEd's responsé:
WestEd Shifted Most OF Tts Indirect Cost To Its Contrzets As Direct Costs.

rour years ago Far West Leboratory, working cooperatively. and with the
appeoval of the U.3. Department of Education, rearranged j1s post
allocation structure in grder 10 provide 4 more eguitable assignment of
costs on the basis of benefirs received. Prior o 1594, FWL had included
all funcitons/costs other than direct labor, traved, divect purchases,
computer deprediaiion, and facilities in a single indirect cost pool. The
aFency then allocated indirect across all final contracts and graats on the
basis of tota] divact aosts,

In 1994, following extensive consultation with Mr. Tohn Masaitis of the
U.5. Department of Edocation, FWL determined thar establishing service
centers for mulliple services on the basis of staff davs was a mech more
accurare and equiraipls approach than allocating the cost of such services on
the basis of total direct ensts. For example, 2a anelysis demonstrated that
the bensfits reccived by any of the orzanizarion’s multiple projects rom
servicas — such as information systems support ([3) -~ were jn dipzer
proeportion 1o ¢acy project’s total number of staff days.

While the approsch used previously was simpls, it was not supporiive of an
organizatige growing rapldly and, 4t the Séme time, diversifying its business
mix. A “one-size-fits-ali” jiadirect pool works fine iz 2o organization
baving & Domosgenous research work program, bur pot ope in the srocess of
changing its program mix across the spectrom from basic rescarch io
training services. Thug, a more reflective system was needad for grovping
costs functions and allecating them on someihing other than a tofal dieect
LG8 base.

FWL implemeniad his concept by preparing a detailed formal proposal for
the U.3, Depariment of Education that ser forth the alrecnarive cost
grouniangs and the bases by wiich they would be allocated. This proceduze
established which furetigns woold be incloded in the singte ingirsct gost
peol ans which would be grouped as service cenrers. The service canter
costs wonld be zllocated through a base reflecting benefits received,

Ecfore issuing FWL s provisional indireer cost rate, Joho Masaitls of the
Department of Educarien’s Office of Cost Determination visited FWL ca
Deceraper 17 and L&, 1995 to discuss the proposs] in detzil and how it
wonuld affect federal awards. The proposed method was subsequani]y
approvad,
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For the Depertment 10 now rescind its approval for this method would crears
snormeus financial and admintstrative durdens for WastEd. Qur agency
currently fas in excess of 30 contracts and grimis, repeesenting
approximately 330-millien, Each of these agreements would have to be
individually renegotiated. Many funding agepcies have muelo-lavered
apgroval procedures for making any such changes to budges, processes thar
san take many moachs. Maore impertantly, making such 2 modification
would accomplish nothing, It would oot cssul (a any cours savings oo
fedsral awacds or result in ¢ mare sguitable disteibecion of WasiEd' s costs,
Tndeed, the effzer would be just the reverss,

The Feport's conearion that WestEd's must have a stagle indirecr cost
poal 1hat includas all costs incurced for joint objectives iz simply aos
supparrable. Many crzanizatioes groep secvice/functions ag secvics
ssarers; a serrogate that best measarss the relacdive benefics recsived by a
fimzl cwst objective contract or grank 15 thea used to allacate the coscs, For
axample, 1 camputar canter which supports all segments of an agency's
oparation is commanky treated as 3 servics center and is ooly eliocared 1o
those waits which use che services. Printing and duplicaiion cantars,
talephonas, atc., cae be handled in the sams manaer. Thie praciice is
entirely constsient with paragraph D({1)(2), Actachment A, OB Circdlar A-
122, Paragragh D{13(t) states that:

“Where an organization has severzl major functions wiicn
veneiit from its indiract costs in varying dagrees, zllocation of
indirect costs may require the accumulation of such cosis 1o
separate cost groupings which then are allocated individually to
benafiting fuactions by means of a base which best measurss the
relative dedree of bensfin.”

Paragragh D(3}b) alse providas:

“The rroupings shall be assablished so 23 (o permit the allocauon
of each grouping on the basie of beacfits provided 1o the mager
fugctioas. Each grouping sheould constitute a peol of expenses
that are of like ¢haracter in terms of the funcrions they benefit
and in terms of the allocation base which best measures the
refarive benafite provided to sach function, The aumber of
segarate groupings should be held within praceical limite, taking
inte cansideraiion the peateriality of the amounts involved and
the degree of pracision desired.”

The refevant question is whether ¢osie are being 2llncated in a manner that

cnsuses that Fedecal awards are noc negatively impacted by 2 disproperticnaie
snare of the costs. By any objective measure, WagtEd's grouping of cost and
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allacating based an benefits received enyure an eclitable, procvorticnate share
af costs, Finaily, even if WestE¢ or others followad the advies lmrpticd in the
Rerort and shifted more direct costs to an indirect cast roci, aor a siagle
dc}ilar I savings to the federal rovaroment ar anvone else would be realized.

Indirect Costs Have Increased Over The Years,

in support of a ceniention thar WestEd should changs its cost allocation.

tne Repart suggests that the organization’s ¢ost rate, undes the old

methocology, has seared from 23.7% in 1993 to 34.3% in [996. These

numbers are sIMply erronaous and antirely uasuppocred by facr. WestEd's

final negotiated indirecr care in 1993 was 27.0%. as shown in Exhibic 5-1. *See Nete Bidaw)
Faczhermors, te rate for Y94 was 32.5%, using the 0ld methodolagy, not

34.8%, a3 showa 3y the Report's Table 4,

The cited increase o contract services (Program Supnert) from $1 million
ta 1.2 million barween FY 1994 ang FY 1996 was dus largely ro
maragement decisions regarding the need for strengroensd general iaternal
sommiinicaiions, staff development, personned treining, prepacation of
employee workplaas, and pecformance appeaisal activitizs, among orhars.

The Raporc’s coatention char WestEd's current indires: cosi rate [Bads
potential cliears to belicve thar the ozganizarioe is extraardinarily effician
30 as o provide a markezing advantage is pragosterons. WeastEd principally
somapeies for proeursments from che Naticoal Science Foundation, the U5,
Deparimen: of HES, the U.8. Depastment of Edusation, and the State of
California, The personnel in these aoency scrutinize svery iine irem of a
cost proposal and know exaccly cthe nature of a1l costs, They recognize no
“market advantages.”

To ensure full disclosure, WestEd always pmvmes derailed iaforeiation, as
requested, to the procucement offices in reczipt of cur prooosals. An
example of the type of indnemarion thas we make available is shown in
Exhibit 3«3, Funding agencies with whom we work are informed of aur
tost streciure, We do oot believe that any fundimg agency, compesitar,
colleague orgaaizangn, ot clisnr is, his evar desn, or will be deceived.

Recommeandations [Dref [ G, Audit Report, po 11]

LG Report: We recommend that OERI in cooedination with QCFQ:

1. Reguire WestEd to seek future tenants that are compatible with
the mission or ohjectives for educational research purposes.

.5, Department of Educsticn, Office of Inspector General Mate: W agree that ta final indirect cast mie
for 7 1553 is 27 parcent acd have ad|usted the cate in the finding, Using the revizad dasm for P 1233, aur
anzition on this inding bas net chanced, that is, WiastEd's indirect costs stlif demaonstrate an increasing trend.
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WestEd s response:

1. Far West Laboratgey and SWIRL have lsased oui excess space in their
faeilities o erganizations who gre-compatible with the Laboratories’
mission and operations. Ploase e our response to Finding No. 1.

I.G. Report:

2. Limit the rentzl profits zecumulated in WestEd's reserve fund,
The amount to be retained should be limited 1o a veasonable
gstimate to cover necessary building expenditures, including
capital improvements that are not recovered through WestEd's
operations. The amount exceeding the limit should be vsed to
offset program expenditures and/or further program pbjectives.

WestEd's response:

2. Implemeatation of the Report's recommendarion would szverely limit
the ability of FWL and SWEL to maiotain the ownership
responsibilitics they now have for the respecilve buildings. The
accumulation of reserves is consistent with agreements with che U.S.
Drecactment of Bducation. As stated in oo resposse o Finding No. 1,
the most critical concern to sgencies such as ours is being able to
accumulate the pecassary capital funds to see us through sataserophic
svents snch as buifdips damage from eartiquakss or 1o mdke
mecessary, major building repairs.

1.G. Report:

3, Regoire WestEd to separately identify the accumnlated lease
profits in its finaneial records and disclose the restricted use of
thoge funds.

WestEd's response:

3. Tmplementing this recommendation would create an annecessary
burden, and gpe that would sonieibeee pothing to the understanding
of the matter of use of loase revenuas. WestEd's finsncial records
currently contain detailed information regarding all dezaiis about all
revenues received from Jeasing. In zddizion, thess records contain
information abouwt all expenses for factlicy and non-facility cosis. A
seadreare accounting woaold e redundant.

WestEd maintains auditable reegrds of dts ool accumulated reserve
haisnce and itz totel accomulated rencal income, The total reserve

"
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amaoeni crtecds the total accumulated rental income, wiich
demoasteaies hat a0 réntal in¢ome thus far has been spen:.

WestEd assumes that the last funds it will spend qut of rhe reserve are
the funds thet were generated by renial income. When i1 becomes
aecessary (o deaw fhe reserve pelow tac decumulated balance of the
sental ncome (i.e., to spend some of the renial income funds),
WestEd s current sccounting practices aleeady provide that the
amount and purpose of all costs that have been expepded will be
recorded.

Thus, it always will be possible 10 detz2rmine the amount of rental
inzome that has been expended during a given accounting period and
whetker WestEd has incurred costs for permiited purposes of a1 least
that emouni durieg the same accounting pericd. Therefoze, 4 jeparate
ling item for the lease proceads is not necessary for inclusion on
formal financial statements,

1.G. Report:

4. Require WestEd to select methods for acquiring assets that are
most cost effective for the REL and other Federal contraets.
WestEd should even consider using its reserve funds for
Furnpiture, computer equipment aod building improvemenis.

WestEd Response:

¢, WestEd has in the past selscred, and continees to selscr. methods for
requiring assets ihat are the cost effective under the ¢ircumstances.

WestEd oparaled in & very competitive environment, re: awarding of
conrracts and grancs. Cost of setvices 15 2 significant factor in the
evaluation precess (o virtwally all of these awards, Censeguently.
Westzd does condust "business” in 2 méenner thae i5 a3 cnge 2f¥icient
as possinle in light of any finanetal or dther constraints the agency
might e subject to,

Itigin WestRd s best inrerest to acquire assets using methods tha
are most cost effacrive for the REL or any other fedecal contract,
subject to the business conditions that exist ab the Gime of purehase.
Furthermore, all sueh asser acquisitions are accomplished in
dccordance wich OME A4-132 EDGAR. and any other regulations
relarad o this subject just as thay have in che past, noowithstanding
the findings of this Report,
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I.G. Repart:

3. Asgsess the reasonableness of WestEd's indirect costs in relaticon to
other nonprafit entities.

WestEd Response:

3. WenEd continually assesses the reasonablensss of its inditect costs
relative to other non-profit eatities of similar size and complexity,
Furthermose, we work with the {.5. Daparment of Bducerign
annually to decermine an endirece cost rate reasonable to all parties,

I.G. Beport:
We alsp recommend that GCFG:

fi. Recover 320,000 of FY 1994 costs that represent the interest
component in WestEd’s payments for asset leases. WestEd should
alse be required to compute #ny unsflowable interest costs in the
contract’s prior years and return these funds to the Department.
Alsa, WestEd should discontinue charging the REL and other
Federal coutracts any interest costs associated with assets that
were refinanced after September 29, 19935,

WestEd Response:

. WestEd dispueies the Report’s findiag that the lease agreements
entered into by Far West Laboratory inveived an equity intczest, thus
making the intersst componant of the leases an nnallowadls cost.
See regponse 1o Finding Mo, 2.

1.G. Report:

7. Review WastEd s practices for recovering asset costs and
establish appropriate suidelines for RELs

WestEd Response:

7. WesiEd's mechods for recovering agse osts are consisient with all
federal regulations and souad accounting pracilces. The Repori's
imolication that WesiEd s accounting treatment for recovery of asset
costs i inconsistent and in need of reform is, in our opinien, a resolt
of the aediters’ lack of dilizence in ascertaining the facts in this
Case.
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I.&. Report:

3. Recyver excess indireet costs amounting te $108,061 associated
with subcontracts and allow a limited amoant of subcontract
costs in WestEd’s direct cost base ko recover indirect costs
allocabie to sub¢ontracts.

WestEd Response:

8. WestEd disputes the Report's conleniion thar Far West Laboratory
umaropetly killed the sovernment for indirect costs assosiared with
sibeontracrs since subcontracts were not included in the Laboratory’s
direcr eost base. FWL did include all subcontracts in ite direce cost
base for 1994 and croperly applied its indirect cost rate to billed
subcontract costs, We are perplexed by thit finding since the facts
sepstantiating the inclusion of subeoniract costs in the base were
sontained in the records reviewed by the 1.5, andit esam members,
whe then subseanently discussed the matter with WastEd sraff.

L.ix. Report:

9. Ensure that WestEd makes the proper adjustments for
enallowable costs in the FY 1396 final indirect cost raie. Also,
OCF0Q should recover 32,828 of other dicect costs (52,304 for
reorganization costs and $124 for airfare upgrades).

WestEd Response:

9, Of the §50,654 of questioned costs idenrified by the auditors, only
2430 for a DF and 5360 for air fare upgrades are, in fact, unallowable
costs under OME Circolar A-122. These two 1leims were inadvertent]y
¢harged within indirect cost pooks due tw coding eerors and have bazn
reelassified subsequently. See responss to Finding No. 4.

Other Matters

I.G. Report:

4. WestEd purchased furnishings exceeding the quality necegssary
for Federal ¢ontracts.

WestEd remodeled the Los Alamitos duilding ac a cost of zhout
5240.000 and financed this preject through 3 building improvemsnt
capitel lease with seven-vear peyoul terms. From oue olservation. che
furniskings purchased excesded the quality that is necessary for tae

)
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performance of Pederal contracts. WestEd purchased ahout 331,000 of
furniture for the cxecutive offices of this buildies berween January and
April 1997, These costs were originally allacared among WestEd™s
tontzacts, Afler we induired 48 to how these costs were recovered,
WeslEd reclessified these costs to ¢ general fund account.

WestEd Response:

The space referred to by the auditor was remodeled to house jenior
executive staff who were to be located at or relocatec do the Los
Alamitos facifity, The space available had been previowsly used far
storage and had never endergone lmprovements since the oallding's
cOnStruaiian 23 years sarfiar. Hence, 2Xlensive psnovalion was
necessaty.

The offices are furnishec in 2 manner comparsble to the offics svites
provided for semior staff 1o the non-peofie ang governmant jectors, The
spacs questioned by the Report represents less than 3,300 square fear of a
total of the more than 93,000 square feet cccupied by WestEd staff,

L.G;. Report:
B. WestEd included CEDaR dies In its contract charges.

In FY 1995, WestEd paid 360,000 in dues o the Council for Edusational
Development and Research {CEDaR), 1 trade organizaiton for the
regional educational laberateries, The duss were based on WestEd's
fullime seaff count, Of the 580,000 3 tora] of 34,200 was charged 1o the
genersl fund, and 355, 300 was allocated to WasrRd s contracts and
indirect gepariments based on dirser labor hours. OME Circular A-122,
Attachment A, Paragraph & provides that for cosis to ge allowabls, such
¢osts must be reasonable, atlocable and neeessary for the performance of
the contract,

OCFD developad a guideline that limits allewable CEDwE dues to 003
pereent of WestEd's revenuc.” Under this guideline, 331,300 ip CEDaR
dues could be charged to Westkd conrracts, Of the 34,300 (355,800
minug 38,3008 of CEDaR duss that would be unallowable wnder the
grideline, we astimared ha: 5953 was direet charged 1o the OERT conrract
and 3413 was included in WestEd's indirect ¢ost base. QUFQ could
disallow all ora pertion of the CETaR duss cosrs.

“WastBE's ravenue sources and amoeunts are listed in the Backeround Sagtion af
tnis resganse,
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WestEd Response:

The questicnad costs are allowable under Paragrzoh 235 (2], Attachment
B, of OMB Circular A-122, which provides thai:

“Costs of the organization's membershing in ¢ivie, business,
technical, and professional erzanizations ace allowable. . | "

CED2R was a professional association, and its membership costs wers an
allgwable cost a3 seipulatad under the above cost principls,

The goidelice referred to in the Report limiting the recovery of the costs
on ZOVCILMEnt CONracts has no standing in eizher law or regolation. It
wias never published in the Federal Registar, disseminated in any official
Eederaf publication, or even transmitred oy letter eithar prior to, or
during, the time pariod relevane in chis instance, The fact that it was
"developed,” ae the Report nores, is inconscquential, Tt was and is
simply not part of the public record, Wo contractor can be kald to o
standacd that it has no reasonsble means of knowing exists,

Purthermaore, the suggestzd guideline is completely arbivary. Any
siandard of reasoneblensss reenives ag assessment of benafits received 1n
relation to thair coses. The application of similsr standsrds involve
asking 2 prudeni persen whether e or she would maks such a purchase
under the circumsiances. [odesd, they ¢an ondy be determined on a cage-
by-cese bagis i which rhe exact details of the frapsaetion ars 23sessed.

To our keowladge aeither the auditers, in person, nor tasic Repot,
contests whather or not the gservices and valus received from CEDaR
wers reasonable, Inatead they offer that, “OCFOQ could disablow all or a
gortivn of the CEDaR costs™ by relying on a “developed,” dnofficial,
noapublic poliey that would fmit dues ta 2 percent of revenues
seemingly indepeadent of the cost and value of the services provided by
the associztion.

Wasttd has aad will continue to insurc that we pay only these dues that
are reasanable and necessary to obeain rhe services we roquir: from our

professional association,

The CEDaR dues are an allowable cost in their encirety, as fas been
determined by every examination of such cosiz over the past 20 years.
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